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businessprofile 


Western Star Trucks Holdings 
Ltd. (“Western Star”) is a world 
leader in the design and 
assembly of highly customized 


automotive vehicles. Its business 


is divided among Western Star 
Trucks, which designs and 
assembles Class 8 and other 
heavy-duty trucks in Kelowna, 
British Columbia, Canada for the 
North American and export 


markets; ERF (Holdings) plc 
(“ERF”), which designs and 
assembles European-style 
“cab-over” heavy-duty trucks 
in Sandbach and Middlewich, 
England for the European and 
export markets; and Orion Bus 
Industries (“Orion”), which 
builds transit buses in 
Mississauga, Ontario and 
Oriskany, New York for North 


American municipalities. 
Aftermarket service, providing 
quality parts to truck and bus 
customers, makes up the 
remainder of Western Star's 
business. Western Star sells its 
heavy-duty trucks and parts 
through a network of 
approximately 280 dealers 
around the world. 
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Western Star and its wholly 
owned subsidiaries employ over 
3,100 people. The company's 
head office is in Kelowna, 
British Columbia, Canada and 
its common shares are listed 

on the Toronto, Montreal, 
Vancouver and American 

stock exchanges. 
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Dave Hanburg and Frank Geber at the 
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What were the major 
highlights of 1997? 


Integration, cost cutting 

and manufacturing 
improvements were our 
milestones of the last year. We 
completed the acquisition of 
ERF early in the year and, 
with Orion, we now have a 
diversified line of customized 
trucks and buses, each with 
diverse markets that present 
cross-selling opportunities 
worldwide. With this 
integration, we are beginning 
to experience the economic 
advantage of increased 
purchasing power with 
suppliers, and are realizing 
opportunities for streamlining 
operations to improve our 
overall infrastructure and 
boost our return on sales. 
Manufacturing and operations 
improvements had a 
significant effect at Orion, 


where we continued our 


efforts in turning around the 


Integration 


company. At Western Star 
Trucks and ERF, we launched 
a targeted cost-cutting 
program. For example, we 
were successful in reducing 
the cost of producing a 
typical Kelowna-built truck 
by more than $4,000 per 
vehicle. The joint desire for 
integration and cost cutting 
has also prompted the 
initiation of a company-wide 
information system 
installation. 


With the acquisition of 
ERF completed early in 
the year, 1997 was your first 


full year of consolidating ERF 


with Western Star Trucks 
and the transit bus 
operations. What were 
your financial results? 


A Revenue in 1997 increased 


58 percent, from $783.3 
million in 1996 to $1,236.3 
million. Net income was 
$34.0 million or $2.48 per 
common share compared to 


Boosts 


"*Western Star 
Advantage 


$36.5 million or $3.08 per 
share. Truck sales contributed 
60.1 percent of total sales 
while bus sales accounted for 
21.1 percent. The remaining 
18.8 percent was attributed to 
aftermarket parts and service, 
which continues to provide 
Western Star with an 
increasingly stable source 

of revenue. 


Q How did the heavy-duty 


truck market perform in 
North America in 1997 and 
what impact did it have on 
truck sales? 


Heavy-duty truck revenue 

increased by 14.4 percent 
in Canada and decreased by 
8.5 percent in the United 
States. The North American 
heavy-duty truck market 
declined by more than 15 
percent in the first half of the 
year as compared to the same 
period in the prior year. In 
the second half of 1997, the 
market began to improve, 


paralleling renewed economic 
confidence in the US and 
Canada. By the fourth quarter 
of fiscal 1997, production and 
sales were near market peak 
levels. In a highly focused 
effort throughout the 
company, we successfully 
employed cost-reduction 
measures and operations 
improvements to reduce 
material and manufacturing 
expenses, which protected 
our margins and maintained 
sales better than our 
competitors. We also 
intensified our marketing 
effort by hiring two new 
regional sales managers and 
adding 27 new dealers to 
expand our North American 
dealer network to 187. 


Q How did your commercial 


line of ERF trucks perform 
in Europe? 


A ERF achieved good sales 


and cost savings in 1997, 
despite tough market 


Interview with Terry Peabody 
Chairman, President and CEO 


conditions in the United 
Kingdom and Western 
Europe. The strength of the 
ERF nameplate led to its 
market share increasing in the 
United Kingdom. The 
introduction of the Euro 2 
emission standards on 
October 1, 1996 caused a 
surge in truck registrations in 
September, which was 
followed by a decline to the 
end of the year. The new 
standards require newly 
purchased trucks to have 
more advanced engineering to 
meet emission and noise 
regulations, which increases 
their cost. Sales of vehicles 
into Western European 
markets were hampered by 
the strength of the pound 
against other European 
currencies. On the positive 
side, we significantly reduced 
ERF’s material costs by 
combining ERF’s major 
component orders with 
Western Star Trucks. 
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Q Over the last two years, 


expand your heavy-duty 


there’s been a real push to 


truck sales internationally. 
What have the results been? 


Worldwide heavy-duty 

truck sales by Western Star 
Trucks and ERF made up 11.6 
percent of Western Stars’ 
combined sales revenue in 
1997, an increase of 54.9 
percent from 1996. The 
integration of ERF and 
Western Star Trucks provided 
both companies with access 
to new international markets. 
Through a worldwide 
network of dealers, the 
company is marketing a 
diverse line of Western Star 
trucks and ERF trucks to our 
mature export markets, 
including Australia, New 
Zealand and Western ees 


and to expanding world | | 1] 


markets such as | jatin 
America, Continel tal ation, \ 
Southeast Asia and the Gulf 
and Middle Eastern States. 


Applications include over- 


the-road to severe service 
trucks used in vocational 
industries such as mining, 
logging and oil field service. 
We will continue our 
aggressive marketing 
campaign to further increase 
our international sales 

in 1998. 


Q 


Constellation Series launched 
in 1996? Was demand as 
strong as expected? 


A 


the Constellation Series 
continued in 1997, with the 


How are customers 
responding to the new 


The warm reception we 
initially received for 
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new truck line accounting 

for 60 percent of trucks sold. 
While demand is strong, 

we have dramatically 
improved the materials 

and manufacturing of the 
Constellation trucks to reduce 
their weight since the launch. 
All new products take time to 
refine and we have resolved 
our engineering challenges 
very quickly. Now, the 
Constellation Series has 
evolved into a mature product 
and we anticipate demand 
will increase significantly in 
the months to come. By the 
second quarter of fiscal 1998, 
we will also be manufacturing 
right-hand drive models of 
the Constellation Series for 
sale in Australia. 


The new information 
system you are installing _ 
across the, Western Star g group 


of companies will cost a mee 
_ $25 million ¢ over a three-ye ar 


period. What benefits do you 
expect from this investment? 


The new information 
system will facilitate an 
interactive sharing of 
engineering information, 
streamline order processing, 
foster just-in-time inventory 
management and provide 
real-time, financial analysis 
for better monitoring and 
ongoing process 
improvements. This 
standardized system will link 
our operations in Canada, the 
United States and the United 
Kingdom by 1999. The 
system is being strategically 
installed in simultaneous 
streams across Western Star 
Trucks, Orion and ERF to 
minimize disruption and 


Q 


A 


provide immediate linkages 
where most needed. In 1997, 
we converted ERF’s finance 
department over to the new 
system and consolidated 
Orion’s four aftermarket parts 
systems into one. By the end 
of fiscal 1998, we will have 
the installation at Orion and 
Western Star Trucks largely 
completed, with ERF coming 
fully on-line in fiscal 1999. 
Once the installation and 
linkages are complete, the 
rewards will be substantial. 


How has the restructuring 
of Orion proceeded in 
1997 and what challenges 
still lie ahead? 


In 1997, we increased the 
company’s revenue from 
the sale of buses by 34 
percent which ranks us in | the 
top, three t transit bus); ae 
manufacturers i in Noe? 
Amerita- Ito emai Ul ma 
demand, we began operations 
at a new bus body 
manufacturing plant in 
Mississauga which has a 
capacity of 40 bus bodies per 
week on a single shift. Since 
acquiring the company in 
June 1995, we have applied 
the on-line manufacturing 
and cost control expertise 
we've gained at Western Star 
Trucks in our efforts to turn 
around Orion’s operations. 
While we were challenged by 
manufacturing and 
engineering issues from 

time to time in 1997, we 
have made significant 
progress improving Orion’s 
manufacturing capacity and 
lowering operations costs. 
Results have been good; 
however, there is still work 


to be done in 1998 to fully 
maximize opportunities for 
the transit bus business. 


Are you experiencing 

further demand for your 
military vehicles? Are there 
any new products in 
development? 


We are continuing to fulfill 

a 15-year light support 
trucks (LSVW) parts supply 
contract to the Canadian 
government worth $30.0 
million. During the year, we 
delivered 54 special purpose 
6 x 6 Heavy Engineered 
Support Vehicles (HESV) to 
the Canadian Department of 
National Defence. The HESV 
line was custom engineered 
and developed exclusively by 
Western Star Trucks to 
provide multi-function 
flexibility. We'vé “showcased 
these. vehicles to the British, 
‘Malaysian, Thai, Singapore 
and Australian militaries, 
some of whom have shown 
considerable interest. 
Furthermore, we are always 
investigating opportunities for 
product improvements and 
marketing prototypes of 
vehicles customized to the 
specific needs of our 
international customers. 


What is the outlook for the 
Western Star group of 
companies? 


A 


only begun to tap the 


We predict 1998 will be a 
very strong year. We have 


enormous opportunities for 
our vehicles in international 
markets. Around the world, 
1998 will be a year fora 
strong marketing campaign. 


We will broadcast the benefits 
of our customized, hard 
working, diverse range of 
vehicles in South America, 
Asia and South Africa and 
expect to dramatically 
increase our iniernational 
sales. In North America, 
continued improvements in 
our dealer network and the 
strengthened domestic market 
are expected to keep our 
truck, bus and aftermarket 
parts sales strong. At Orion, 
we will continue to focus our 
efforts on improving 
productivity. Our reliable 
track record for delivering 
quality, customized military 
vehicles on time and on 
budget should also fuel 
continued sales. Across our 
operations, we will continue 
our systems network 
installation and rigorous cost- 
control efforts to streamline 

\| and keep our material and 
manufacturing expenses low. 
We will also seek new 
opportunities to leverage off 
the engineering and 
operations strengths among 
all three companies to 
increase production and 
revenues. In addition, the 
introduction of an integrated 
marketing system into the 
aftermarket parts and service 
division will make a major 
contribution to sales. Through 
product innovations, effective 
integration, and advantageous 
acquisitions, Western Star is 
powered for growth in the 
years to come. * 


Right-hand drive road-train: 
a heavy-duty truck custom 
built for the rugged 
Australian outback. 


trucks 


manded Tr 
es ustomer 


Choice 


Tradition of Quality Propels Tradition of Growth 
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The consolidation of ERF 
with Western Star Trucks 

has integrated the expertise 
and product lines of two 
international truck 
manufacturers. Both are 
recognized for making trucks 
of outstanding quality, 
flexibility and durability, 
which provide customers with 
a high return on investment. 
The combined market 
strengths of the two companies 
and their experience in 


building specialized, custom- 


built trucks earned them 
combined vehicle revenues of 
$742.7 million in 1997. 


Over-the-road highway 
business is Western Star 
Trucks’ core market and its 
heavy-duty Constellation and 
Heritage series of Class 8 
trucks are the vehicles of 
choice for many independent 
owner-operators. Trucks made 
by Western Star Trucks are also 


Above: 


Star Trucks. 
Left: 


used extensively throughout 
North America by small to 
medium fleet operators for 
vocational applications such as 
logging, construction, oil field 
service and mining. Western 
Star Trucks assembles custom- 
crafted truck models from 
Kelowna, British Columbia, 
Canada. 


ERF is recognized as 
manufacturing the best 
engineered heavy-duty, cab- 


Bob Enright, President and 
Chief Operating Officer, Western 


Western Star’s customized product 
line provides dealers with a diverse 
range of trucks and options. 


over commercial vehicles in 
Europe — a market that 
demands the latest Euro 2 
emissions standards. ERF’s 
trucks are manufactured at 
facilities in Sandbach and 
Middlewich, England. 


ERF offers 340 basic truck 
models with over 2,300 
published options, while 
Western Star Trucks provides 
over 5,000 options on 36 
models. Customers essentially 
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As trucks move along the 
assembly line, employees check 
and sign off each aspect of their 

work to ensure consistent, 
quality craftsmanship. 


“Western Star 
is a world leader 
in the design and 

assembly of 
quality, highly 
customized 
trucks” 
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choose the truck model and 
options that suit their specific 
needs and trucks are custom 
built to satisfy these 
requirements. The ability to 
custom design trucks to this 
degree makes Western Star 
Trucks’ and ERF’s range of 
trucks unique in the world. 


Global demand grows 


ERF and Western Star Trucks 
have combined the product 
diversity and brand equity of 
their heavy-duty trucks to 
expand their global market 
presence. 


ERF’s cab-over, shorter-length 
truck models are an ideal 
complement to Western Star 
Trucks’ line of heavy-duty 
Class 8 trucks. ERF’s cab-over 
trucks were introduced into 
the Western Star-established 
Australian dealer network in 
1997, and will be marketed 
alongside vehicles by Western 
Star Trucks in 1998 into 
expanding markets in Latin 
America, Continental Africa, 
Southeast Asia and the Gulf 
and Middle Eastern States. 


Product strength secures 
domestic sales 


While the markets for Western 
Star Trucks and ERF were 
softer in 1997 than in 1996, the 
strength of the companies’ 
truck lines helped secure their 
market niches. 


North American markets 
slumped by 15 percent in the 
first half of the fiscal year 
compared to the same period 
in the prior year and did not 


turn around until the third 
quarter when economic 
confidence in the U.S. and 
Canada began to improve. By 
the fourth quarter of 1997, 
demand for vehicles by 
Western Star Trucks 
strengthened considerably, 
prompting an increase in 
the build rate to serve 
incoming orders. 


Across North America, 
Western Star Trucks saw an 
increase in sales to customers 
in the petroleum and logging 
sectors and strong demand 
continued from the ready-mix 
market. In Canada, the 
company provided a series of 
vehicles to highway 
maintenance crews, while in 
the United States it continued 
to increase its highway 
business. Overall, Western Star 
Trucks’ proactive sales efforts 
and manufacturing cost 
reductions resulted in stronger 
returns for Western Star Trucks 
than its peers. 


For ERF, a major surge in truck 
sales occurred in response to 
the introduction of Euro 2 
emissions regulations on 
October 1, 1996. Following 
this, the UK market declined 
sharply. Despite volatile 
market conditions in the 
United Kingdom, ERF’s strong 
reputation for quality and 
durability led to its market 
share increasing. 


ERF’s European markets, 
including France and Spain, 
were down. Strong economic 
conditions in the United 
Kingdom strengthened 

the pound, increasing the 


truck purchase price to 
those countries with weaker 
currencies. 


Dealer network expands at 
home and abroad 


Around the world, the 
diversity of Western Star 
Trucks’ and ERF’s combined 
product lines provides dealers 
with an expanded range of 
trucks suited to a greater range 
of customers. In 1997, ERF and 
Western Star Trucks used the 
appeal of the expanded 
product line to add 21 new 
international dealers to the 
global dealer network. 


In their home markets, Western 
Star Trucks added 27 new 
dealers in North America, 
bringing their network to 155 
full-service dealers and 32 
offering parts and service only. 


Western Star’s ERF subsidiary 
manufactures cab-over trucks 
from two facilities in England, 
offering 340 basic models with 
over 2,300 published options. 


ERF added 19 new European 
dealers for a network of 62 in 
France, Spain and Portugal. 
There are a further 2,100 ERF 
approved service outlets across 
Europe through its “Freeway” 
roadside assistance service. 


Building and maintaining close 
dealer relationships is central 
to ERF’s and Western Star 
Trucks’ growth strategy. In 
addition to offering a thorough 
training and rewards program 
to dealers, ERF and Western 
Star Trucks are working to 
extend the information system 
being installed across the 
Western Star group of 
companies to link with dealers 
around the globe. The new 
information system will 
improve the convenience and 
efficiency of product ordering 
and allow for immediate 


distribution of up-to-the- 


minute marketing materials 
and product information. 


Consolidation yields 
cost savings 


The consolidation of ERF with 
Western Star during the last 
year has generated 
opportunities to streamline 
operations, consolidate 
purchase agreements with 
suppliers and leverage off each 
company’s engineering, 
manufacturing and operations 
strengths. These improved 
efficiency and cost control 
measures increased the ratio of 
returns on each truck sold. 


Total Cost Improvement teams 
have been established 
throughout Western Star to 
identify opportunities to lower 
material and manufacturing 
costs in 1997. One example is 


Fe 


oD 
a 4 


Left: (L-R) 
ERF’s senior team: John 
Bryant, Managing Director, 
ERF (Holdings) plc with Mike 
Rowley, Martin Officer, 
Mike Walczak, Andrew 
Barnett and Phil Stratton. 
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“The Constellation Series made up 
60 percent of Western Star Trucks’ 
sales worldwide during 1997” 


a determined cost reduction 
effort, where Western Star 
Trucks cut material costs, 
reduced its off-line production 
time and reduced the man 
hours for each truck produced. 


Constellation refinements 
broaden appeal 


In 1997, Western Star Trucks 
experienced strong demand for 
its recently launched 
Constellation Series of heavy- 
duty trucks. Western Star 
Trucks applied engineering 
and materials improvements to 
substantially reduce the weight 
of the product line. 


The Constellation Series made 
up 60 percent of Western Star 
Trucks’ total sales in 1997 and, 
looking ahead, the lighter 
Constellation models will 
broaden the appeal of the 
series just in time to capitalize 
on improved North American 
markets and expanding 

global demand. 


State-of-the-art 
engineering systems 


As part of the company-wide 
information system 
installation, a new CAD system 
was implemented into Western 
Star Trucks and ERF in 1997. 
This system will be introduced 
into Orion in early 1998. The 
new system is a true 3-D CAD 
engineering design system 
which greatly improves 
accuracy and speed. Data and 
drawings generated are applied 
directly to the trucks being 


built on-line, often eliminating 
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costly prototype work. With 
this new state-of-the-art tool, 
Western Star Trucks’ vehicle 
design and engineering 
expertise ranks with the best 
in the world. 


Custom-building for the 
military market 


During the year, Western Star 
Trucks delivered 54 special 
purpose 6x6 Heavy Engineered 
Support Vehicles (HESV) to 
the Canadian Department of 
National Defence. The HESV 
line was custom-engineered 


® Hand-crafted 
quality, 
“attention to 
m detail anda 
focus on 
value are 
trademarks of 
Western Star. 


and developed to provide 
multi-function flexibility — 
from a 3-way dumping 
capability to a pallet loading 
system for 15-ton sea 
containers, flat racks for heavy 
equipment and single dump 
modules. These vehicles are 
generating interest from other 
military authorities around the 
world. Western Star Trucks 
will continue to pursue new 
global opportunities for its 
military product line. 


Optimistic outlook 


Western Star will continue to 
strengthen and expand its 
global dealer network in the 
years to come, building close 
relationships, providing 
comprehensive sales training 
and installing an efficient and 
convenient electronic data 
exchange infrastructure to 
assist dealers in effectively 
marketing the diverse range of 
trucks. Intensive international 
cross-marketing of ERF’s and 
Western Star Trucks’ 
diversified, custom-built 
product lines will be a major 
contributor to growth in global 
sales in 1998 and beyond. * 


Our prices can't change but our margins must. This is the challenge that began Western Star Trucks’ Total Cost 
Improvement initiative — a program which has cut $4,000 off the cost of every truck manufactured at the company’s 
Kelowna plant. 


“The Total Cost Improvement approach we've taken hinges on people — from purchasing through to engineers and 
people on the plant floor — working together to come up with ways to cut costs and increase efficiency,” explains 
Grant Stephen, Vice President, New Products. “The program uses different cross-functional teams and 
unconventional thinking to look at everything we do and everything we buy and ask how can we keep up the quality 
but do it for less?” 


Total Cost Improvement (TCI) initiative has prompted improvements in everything from how parts are ordered, which 
parts are ordered, how each truck is assembled and how it travels to the customer. 


Total Cost Improvement teams at Western Star Trucks have cut 
the cost of every vehicle produced by renegotiating supplier 
__. agreements for price reductions, re-engineering various 

1 aspects of the vehicle line to decrease material costs and 
| assembly time, and accelerating truck production by pre- 
assembling some vehicle components that previously slowed 
~ the line down. Western Star Trucks also reduced costs through 
outsourcing transport logistics management. 


Total Cost Improvement (TCI) team 
meets to discuss material costs. 
Pictured L-R: Cary Gatzke, Assistant 
Chief Engineer, Henry Willms, TCl 
Manager, Ed Bank, Vice President, 
Materials, and Grant Stephen, Vice 
President, New Products. 


* “We took a close look at our expanding transportation 

| infrastructure and decided to approach external companies 
for options to more efficiently manage our transportation 

| system,” explains Ed Bank, Vice President, Materials. “What 
we found is that by hiring a third party to handle freight 
negotiations, routing, validating and auditing, and processing 
| freight payments, we will save at least $4 million in the next 
four years.” 


While $4,000 has been shaved off the cost of every truck that Western Star Trucks manufactures in Kelowna, the 
company is not stopping there. Targets for 1998 call for another $3,000 per truck in savings. 


“As important as the cost savings on every truck achieved through TCI is the change it has had on the culture at 
Western Star Trucks,” says Stephen. “People across the company are communicating more regularly and more 
openly with one another and we've come to appreciate the interrelationships between all of the functions of our 
operations.” 


“The program has also empowered people to contribute more and get comfortable with change,” adds Stephen. 
“Nothing is sacred here. Nothing we do can't be changed. And what that means is there are no limits to how we can 
improve or the success we can achieve.” 


At the end of 1997, what began as a means of staying competitive has become another Western Star competitive 
advantage. Success in today’s fiercely competitive global vehicle marketplace hinges on keeping prices low. 


Western Star has demonstrated it has what it takes to compete. * 
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“Quality, durability and in-service 
reliability have earned Orion 
the rank of one of North America’s 
top three transit bus manufacturers” 


The é and sale of 


transit vehicles through Orion 


anufai 


Bus Industries generated 21.1 
percent of Western Star’s 
revenue in 1997. For Orion, 
it was a year of increased 
production volumes and 
continued restructuring as 
new manufacturing processes 
and improvements were 
introduced. Cutting costs 
and streamlining operations 
were central priorities across 
Orion operations. 


Orion — a leader in transit 
innovation 


Orion had a full order board 
going into the year, including 
orders for the first Orion VI 
low-floor buses which were 
delivered in December 1996. 
To meet this demand, Orion 
began operations at a new 


Left: 

The popular Orion V fueled 
by compressed natural gas 
for cleaner emissions. 


$12 million, 216,000 square- 
foot bus body manufacturing 
plant in Mississauga, Ontario 
in June 1997. Capacity at the 
new Mississauga plant is 40 
bus bodies per week on a 
single shift. 


Increasing market penetration 


Quality, durability and in- 
service reliability have earned 
Orion the rank of one of North 
America's top three transit bus 
manufacturers. During the 
year, Orion delivered on 
several large contracts 
including 50 buses for the 
Toronto Transit Commission in 
Ontario; 115 buses for 
Minneola, New York; 100 
buses for New Orleans, 
Louisiana and 40 buses for 
Sacramento, California. 
Current contracts include 262 
buses for Washington Metro 
Area Transit Authority, 178 
buses for New York City 
Department of Transportation, 
245 buses for Ottawa Transit in 
Ontario (of which 140 are 
Orion VI low-floor buses and 
the balance Orion V), 82 buses 
for Albany, New York and 
Orion's first order for 4 hybrid 
electric buses for New Jersey. 


Orion's standard 40-foot 
high-floor bus has been its best 
seller. However, in the near 
future, the Orion VI low-floor 
bus may take over the 
frontrunner position as 
municipalities capitalize on 
accessibility for passengers. 
Orders for Orion VI were 482 
going into fiscal 1998, with 
535 orders for the Orion V. 


Popular product line improved 
A focus on choice unites 


the Western Star group of 
companies. At Orion, three 


base models of transit buses 


are customized to buyers’ 
specifications: the Orion V 
standard 40-foot bus, the Orion 
VI low-floor model and the 
Orion II community bus. With 
every order, customers may 
select distinct design options 
including a variety of doors, 
seating, engines and fuel or 
energy sources to meet the 
needs of different transit 
authorities. 


The Orion VI has a low floor 
throughout the bus without a 
step towards the back which 
offers maximum access to the 
elderly and mobility challenged. 


T.J. Peabody 
Chief Operating Officer, 
Orion Bus Industries. 
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buses 
“Going into 1998, 


Orion’s order board 


is a significant 
1100 buses” 


Top Left: Capitalizing on Western Star 


The Orion Il community bus T ks? ; c A 
is gaining popularity. rucks engineering and on- 


Top Right: line production expertise, 


Bus bodies are manufactured Orion re-engineered and re- 
at Orion’s plant in : : 
MissisgaugaOntare: powered the Orion JI. Styling 
enhancements were introduced 
Below: 

The Orion VI is a low-floor along with new engines to 
transit bus, offering 
maximum access to the 
elderly and mobility 
challenged. 


lower emissions and improve 
overall performance. The 
Orion II, 26-foot community 
bus is gaining popularity with 
municipalities that need a 
smaller vehicle for shuttle 
transit and less busy 
community routes. The Orion 
II also offers low-floor design 
and a simple retractable ramp 
to board customers using 
wheelchairs or scooters. An 
increased focus will be placed 
on marketing the Orion II to 
municipalities with growing 
community and shuttle transit 
needs in 1998. 


ERF — Chassis for the 
rugged road 


ERF contributes to Western 
Star’s bus business through the 
manufacture of bus chassis. 
Since the 1950s, ERF has 
capitalized on its expertise in 
engineering and manufacturing 
reliable rough-road vehicle 
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components to produce bus 
chassis for developing 
countries. ERF sells chassis to 
South Africa and Kenya, as 
well as to Malawi and other 
developing countries in Africa. 


Strategies for growth 


Since Western Star's 
acquisition of Orion in 1995, 
Orion has significantly 
improved its operations 
through cost-control 
initiatives, refocusing its sales 
efforts and increasing 
production. To propel its 
growth in the coming year, 
Orion will improve production 
capacity, capitalize on 
streamlining opportunities in 
engineering, manufacturing, 
materials handling and 
transportation with Western 
Star Trucks, and aggressively 
market its diverse line of 
transit vehicles in North 
America and abroad. New 
information systems are being 
introduced to increase 
efficiencies in all areas of 
Orion from purchasing, 
inventory control and 
aftermarket parts and service 
to timely financial reporting. 


Strong demand for Orion's 
transit buses is anticipated for 
the next several years, since 
many North American bus 
fleets, which operate on a 12- 
year cycle, are nearing their 
replacement age. Going into 
fiscal 1998, Orion's order board 
is a significant 1100 buses. 
With the Canadian and United 
States economies performing 
strongly, governments across 
North America are looking to 
maintain or expand their 
transit fleets, especially with 
low-emission, low-floor 
models. As an industry leader 
in product innovation, Orion is 
opportunely situated to serve 
this growing demand. 


In addition, there are 
opportunities to increase sales 
of ERF's bus chassis, as rugged 
terrain buses are in strong 
demand in many developing 
markets around the world. * 


cms LOCKNEED MARTIN — 
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parts&service 


Aftermarket 


Parts Business Remains 
Cornerstone of Market Strength 


Aftermarket parts sales 
continued the trend of strong 
year-over-year growth with 
revenue increasing by 136 
percent compared to 1996. 
Aftermarket parts and support 
supply Western Star with an 
increasingly stable revenue 
source, since they are in 
continuous demand, even 
when the market for new 
trucks is down. 


Strong distribution network 


Western Star Trucks’ heavy- 
duty truck parts are distributed 
by its valued dealer network 
sourced through dedicated 
warehouses in: Mississauga, 
Ontario; Edmonton, Alberta; 
Memphis, Tennessee; 

Reno, Nevada; and Wacol, 
Queensland. Orion bus parts 
are distributed directly to 
transit authorities from the 
Mississauga and Reno 
warehouses. As well Rome, 
New York and the Memphis 
and Edmonton warehouses 
will start bus parts distribution 
in the fourth quarter of fiscal 


electronically configure a truck 
and order parts through to 
materials handling, engineering 
and assembly, the new system will 
improve the efficiency of 
everyone's activities and daily 
communications. 


“By the time the project is 
complete there will be one 
integrated information system 
across all of our offices and 
warehouses, where currently 
there are multiple incompatible 
standalone systems,” says 
Lankester. “It’s a mammoth 


1998. A new parts distribution 
facility will be opening in 
Berlin, New Jersey to serve the 
Eastern US transit bus markets 
in November 1997. A company 
in Illinois will be contracted 

to consolidate and package 
Western Star Trucks and Orion 


dealers with the tools they 
need to successfully increase 
parts and service sales. A 
highlight of the year was 
Destination 2000, a global 
parts conference in June 
sponsored by Western Star 
Trucks for its parts and service 


aftermarket parts, starting in 
late 1997. 


New Tools for Dealer Network 


Western Star Trucks is 
committed to providing 


undertaking, but one that will 
provide streamlined operations 
and significant cost savings.” 


Already Western Star has installed 
personal computers across Orion, 
ERF and Western Star Trucks and 
has linked the companies’ local 
and wide area networks. In the 
coming year, Western Star will 
achieve its vision of having offices, 
parts warehouses and dealers 
equipped for instant and open 
communication across all 

three companies and around 

the globe. 


dealer network in Kelowna. 
A number of new tools were 
unveiled at the conference, 
including Merlin, a new 
integrated parts and service 
marketing system. Merlin 
connects with the SuperStars 


Dealer Excellence Program, 
launched earlier in the year, 
which is aimed at improving 
performance levels within the 
dealership. 


Integrated marketing system 
promotes sales 


Merlin is a strategic initiative 
aimed at positioning the 
dealers as leaders in parts and 
service sales. Specifically, 
Merlin is a shopping 
environment, retail 
merchandising and promotions 
system designed to build sales 
through targeted promotions, 
training, point of sales 
materials and advertising. The 
goal is to provide customers 
with one-stop, competitively 
priced parts and service 


Opposite | 
Dedicated parts v 
in Memphis, Tennes 
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The Merlin integrated marketing 
system provides customers with 
one-stop, competitively priced 
parts and service shopping ina 
distinctive Western Star retail 
shopping environment. 
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shopping environment. Western 
Star Trucks’ merchandising 
specialists are working closely 
with dealers, providing a 
common blueprint for store 
configuration, with flexibility 
to build out from 800 to 4,000 
square feet. Each store will 
have a consistent graphic 
presence with strong Western 
Star Trucks’ branding to 
promote a positive retail 
environment. Merlin will be 
implemented in North 
America during the third 
quarter of fiscal 1998 with 
over 120 dealers participating. 
Introduction into the 
Australian, Papua New Guinea 
and New Zealand markets will 
be done at the same time. 


Orion aftermarket continues 
to grow 


Aftermarket part sales at Orion 
increased by 51 percent in 
fiscal 1997, building on the 
strong performance of the prior 
year. During the year, Orion 
made a solid commitment to 
continually increase 
aftermarket parts sales, with 
the appointment of a senior 
manager and additional field 
sales staff. In July 1997, Orion 
and Western Star Trucks’ parts 
purchasing and order desk 
functions were consolidated. 
This major step will reduce 
overhead costs through better 
utilization of management and 
systems and the coordinated 
integration of suppliers, many 
of which are common to both 
businesses. 


ERF provides quality parts 
and service 


ERF adds substantially to 
Western Star’s aftermarket 
parts revenue with a fully 
trained network, providing 
quality parts and service 
throughout the United 
Kingdom and mainland 
Europe. A roadside assistance 
service is provided through 
2,100 ERF-approved service 
outlets across Europe. In 1998, 
ERF will strategically 
implement aspects of an 
integrated marketing system to 
further enhance its aftermarket 
parts and service business. 


Positive Outlook 


With the implementation of 
new initiatives and innovative 
tools, the outlook for 
aftermarket parts and service is 
very positive, and increased 
revenue growth and 
profitability is anticipated. * 


Management’ 
Discussion & 


Analysis 


Revenue 


Western Star’s revenue for the year ended June 30, 1997 was $1,236.3 million compared to 
revenue for the prior year of $783.3 million. This 58% increase in total revenues reflects the 
inclusion in group results of the operations of ERF for the first time. ERF reported total revenues 
of $386.9 million for the year just ended. Orion realized a 33% increase in gross revenues to 
$276.2 million as a result of an increase in number of units built tied to an increase in average 
price per unit sold. 


Heavy-duty truck unit sales were 6,975 for the year just ended compared with 4,517 units for the 
prior year. The increase includes ERF truck unit sales of 2,632. Transit bus unit sales were 703 for 
the year ended June 30, 1997 compared to 634 for the year ended June 30, 1996. 


Geographic sales for Western Star are as follows: 


(in millions of dollars) 1997 1996 


Revenues 
Heavy-duty trucks and parts 


Canada 227.9 197.5 
United States 243.3 261.0 
Europe 342.8 = 
International 144.0 92.9 

958.0 551.4 


Transit buses and parts 


Canada Feel 46.5 
United States 204.1 161.0 
276.2 207-5 
LSVW trucks and parts Pei 24.4 
Total 
Canada 302.1 268.4 
United States 447.4 422.0 
Europe 342.8 = 
International 144.0 92.9 
1,236.3 Tf sxsioe) 
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On a geographic basis, the increased heavy-duty trucks and parts sales in North America reflect 
increased average selling prices for heavy-duty trucks as well as increased sales volumes of 
aftermarket parts. The sales in Europe reflect the results of operations of ERF which were not 
recorded in Western Star’s results for the prior year. International sales volumes were higher in fiscal 
1997 than in fiscal 1996 due to a substantial order for heavy-duty trucks by one of Western Star’s 
customers in Indonesia. 


The increases in transit buses and parts in fiscal 1997 results reflect both increased average selling 
prices for transit buses as well as increased volume of production at Orion. 


Gross Profit 


Gross profit for the year was $141.8 million, or 11.5% of gross sales revenue. For the year ended June 
30, 1996 gross profit was $99.5 million or 12.7% of gross sales revenue. This decrease in gross profit 

as a percentage of sales revenues reflects weak markets for heavy-duty trucks both in North America 

and in Europe. ERF benefitted in the year by return orders from well-established customers replacing 
or adding to their fleets. This combined with good marketing efforts, helped ERF offset the impact of 
the weak market. 


Selling and Administrative Expenses 


Selling and administrative expenses totalled $88.3 million for the year, an increase of $40.7 million 
from the total of $47.6 million recorded for the year ended June 30, 1996. This increase represents an 
86% increase over fiscal 1996 and reflects a full year of operation for ERF, as well as the continued 
increase in production volumes and personnel staffing levels at Orion. 


Income Tax Expense 


Income tax expense decreased by $2.6 million to $11.3 million for the year ended June 30, 1997. This 
reflects an effective tax rate of 25% overall, compared to 28% for the prior year, and recognizes the 
impact of a favorable foreign tax rate adjustment at ERF, as well as the recognition of certain non- 
capital loss carryforwards available to the company on the amalgamation of a wholly owned 
subsidiary during the fiscal period. Western Star believes that the effects of the tax rate adjustment at 
ERF should continue to benefit the company for another 2 to 3 years and therefore effective tax rates 
should continue to run approximately 25% through this period. 


Net Income 


Net income decreased by $2.5 million to $34.0 million for the year just ended. This reduction was 
driven primarily by the lower gross margins and increased interest expenditures during the year. 
Western Star completed a US $110 million senior notes private placement during the year and the 
related interest expense is included in the results of operations to June 30, 1997. There was no 
corresponding expense during the prior fiscal periods. During the year Western Star also made use of 
operating credit lines to fund operations and expansions and therefore incurred interest expense on 
these credit facilities. 
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Liquidity and Capital Resources 


Western Star’s consolidated net cash position at June 30, 1997 was $92.0 million compared to $24.8 
million at June 30, 1996. 


Cash flow from operations for the year just ended was $55.5 million compared to $48.6 million for 
the year ended June 30, 1996. This represents an increase of 14% over fiscal 1996. 


Net cash flow from operating activities was $31.5 million compared to a net usage of $30.5 million 
for the same period in 1996. The increase is due to higher working capital and an increase in 
customer deposits and advances related to a bus order from Washington D.C. 


Cash provided by financing activities was $146.5 million for the year just ended compared to $76.0 
million in fiscal 1996. The increase of 93% reflects the issuance of the previously mentioned senior 
notes and $39.0 million from an issuance of one million common shares. 


Cash used in investing activities was $110.8 million for fiscal 1997 compared to usage of $79.5 
million for fiscal 1996. This usage was primarily in the expenditure of funds to add to capital assets, 
for the acquisition of ERF which was completed during the year, and in continuing research and 
development activities on heavy-duty truck and transit bus products. Western Star’s additions to 
capital assets included expenditures on the new manufacturing and information system. 


Risks and Uncertainties 


Sales of Western Star’s heavy-duty trucks are largely dependent on the general level of economic 
activity in the individual markets in which those trucks are sold. Significant increases in the level of 
economic activity in North America, the Company’s principal market, are now evident. Markets are 
strengthening in the United Kingdom and Europe as well. The Company is anticipating improved 
markets in both Australia and Africa where it believes significant sales can be realized. A downturn 
in the strength of the economy in North America or Europe will have a significant effect on the sales 
and profitability performance of the Company. 


Orion’s transit buses are primarily purchased by municipal or provincial/state agencies and are 
therefore dependent on the level of government funding available for capital acquisition programs. 
The reduction or elimination of funding programs on subsidies would have a serious effect on the 
business prospects for Orion. While there is an increased level of private ownership of transit buses 
and transit bus operations in North America, Western Star does not believe that it would be sufficient 
to offset a reduction in senior government funding of transit bus purchases. 


Western Star has a significant percentage of its revenues denominated in either US dollars or pounds 
sterling. Any significant movement of either of these currencies against the Canadian dollar could 
have a substantial impact, either positively or otherwise on the Western Star’s reported earnings. 
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Outlook 


Western Star views the strengthening North American and European markets as a positive sign and 
anticipates that order boards and sales will increase in this environment. Increases in order boards 
will allow Western Star to increase production rates at both Western Star Trucks and ERF. This will 
result in increased profitability on heavy-duty truck operations as fixed costs are spread over larger 


production volumes. 


Orion is expected to continue operations throughout the year at the same build rate as reached at the 
close of fiscal 1997. Production problems are being brought under control and Western Star expects 
that operations will achieve expected efficiency levels during fiscal 1998. 


Western Star also expects that revenues earned on the sale of aftermarket parts will continue to grow 
during the year and will return the profit margins which have come to be expected in this business. 
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auditors report 


To the Shareholders of Western Star Trucks Holdings Ltd. 


We have audited the consolidated balance sheets of Western Star Trucks Holdings Ltd. as at June 30, 
1997 and 1996 and the consolidated statements of operations and retained earnings and cash flows 
for each of the years in the three year period ended June 30, 1997. These financial statements are the 
responsibility of the Company’s management. Our responsibility is to express an opinion on these 
financial statements based on our audits. 


We conducted our audits in accordance with generally accepted auditing standards. Those standards 
require that we plan and perform an audit to obtain reasonable assurance whether the financial 
statements are free of material misstatement. An audit includes examining, on a test basis, evidence 
supporting the amounts and disclosures in the financial statements. An audit also includes assessing 
the accounting principles used and significant estimates made by management, as well as evaluating 
the overall financial statement presentation. 


In our opinion, these consolidated financial statements present fairly, in all material respects, the 
financial position of the Company as at June 30, 1997 and 1996 and the results of its operations and 
the changes in its financial position for each of the years in the three year period ended June 30, 
1997 in accordance with accounting principles generally accepted in Canada. As required by the 
Company Act of British Columbia, we report that, in our opinion, these principles have been applied 
on a consistent basis. 


Dak ph fling 
Vancouver, Canada, 


September 5, 1997 Chartered Accountants 
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management’sresponsibility 


The accompanying financial statements of Western Star Trucks Holdings Ltd. and all the information 
in this Annual Report are the responsibility of management and have been approved by the Board 
of Directors. 


The financial statements have been prepared by management in accordance with generally accepted 
accounting principles. When alternative accounting methods exist, management has chosen those it 
deems most appropriate in the circumstances. Financial statements are not precise since they include 
certain amounts based on estimates and judgments. Management has determined such amounts on a 
reasonable basis in order to ensure that the financial statements are presented fairly, in all material 
respects. Management has prepared the financial information presented elsewhere in the Annual 
Report and has ensured that it is consistent with that in the financial statements. 


The Company maintains systems of internal accounting and administrative controls of high quality, 
consistent with reasonable cost. Such systems are designed to provide reasonable assurance that the 
financial information is relevant, reliable and accurate and that the Company’s assets are 
appropriately accounted for and adequately safeguarded. 


The Board of Directors is responsible for ensuring that management fulfills its responsibilities for 
financial reporting and is ultimately responsible for reviewing and approving the financial 
statements. The Board carries out this responsibility principally through its Audit Committee. 


The Audit Committee is appointed by the Board, and all of its members are outside directors. The 
Committee meets periodically with management, as well as the internal auditors and the external 
auditors, to discuss internal controls over the financial reporting process, auditing matters and 
financial reporting issues to satisfy itself that each party is properly discharging its responsibilities, 
and to review the Annual Report, the financial statements and the external auditors’ report. The 
Committee reports its findings to the Board for consideration when approving the financial 
statements for issuance to the shareholders. The Committee also considers, for review by the Board 
and approval by the shareholders, the engagement or re-appointment of the external auditors. 


Financial statements have been audited by Ernst & Young, the external auditors, in accordance with 


generally accepted auditing standards on behalf of the shareholders. Ernst & Young has full and free 
access to the Audit Committee. 


oy 


Terrence E. Peabody Stewart G. Smith 
Chairman, President Executive Vice President, 
and Chief Executive Officer Chief Financial Officer 
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consolidatedbalancesheets 


As at June 30 


(in thousands of dollars) 


ASSETS 


Current 

Cash and short-term investments 92,027 57,308 
Accounts receivable 145,450 128,304 
Unbilled revenue [note 2] 21,023 21,059 
Prepaid expenses and other 11,621 4,415 
Inventories [note 4] 182,157 157,539 
Total current assets 452,278 368,625 


Capital assets [note 5] 136,046 102,766 
Deferred costs [note 6] 61,724 36,742 
Goodwill 9,635 6,361 
Prepaid pension expense 11,373 10,900 
Investments and other 5,278 4,393 


676,334 929,787 


LIABILITIES, NON-CONTROLLING INTEREST 
AND SHAREHOLDERS’ EQUITY 


Current 

Bank indebtedness [note 7] = 32,497 
Accounts payable and accrued liabilities 187,671 171,136 
Acquisition amount payable [note 3] — 19,001 
Current portion of customer deposits and advances 33,781 12,473 
Current portion of long-term debt [note 7] 30,573 82,324 
Total current liabilities 252,025 317,431 
Deferred income taxes 6,076 6,774 
Customer deposits and advances 1,800 7,334 
Long-term debt [note 7] 185,502 39,597 
Total liabilities 445,403 371136 


Commitments and contingencies [note 8] 
Non-controlling interest [note 3] 


Shareholders’ equity 

Share capital [note 9] 119,587 

Retained earnings 111,344 

Total shareholders’ equity 230,931 144,615 
676,334 529,787 


See accompanying notes 


On behalf of the Board: 


ge 
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Director 


Director 


consolidatedstatementsofoperationsand 
retainedeamings 


Years ended June 30 


(in thousands of dollars except per share amounts) 


Revenue 1,236,349 Vickrey ae) 726,022 
1,094,585 683,773 645,301 


141,764 99,546 80,721 


Cost of sales 


Gross profit 


Selling and administrative 88,300 47,619 25,912 
Interest (income) expense — net 8,149 Aan (81) 
Net income before taxes 45,315 50,450 54,890 
Income tax expense [note 10] 11,325 13,927 IPO 
Net income 33,990 36,523 41,559 


Retained earnings, opening balance 82,962 b1,225 13,062 
Share issue costs (90) 40 Zia 
Dividends paid (5,518) (4,826) (3,667) 
Retained earnings, closing balance 111,344 82,962 aie 225 


Net income per share 2.48 3.08 7s 
Fully diluted net income per share 2.26 2.89 3.08 


Weighted average number of common shares 


outstanding (thousands) 11,860 daiodl 


See accompanying notes 
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consolidatedstatementsofcashtlows 


Years ended June 30 


(in thousands of dollars except per share amounts) 


OPERATING ACTIVITIES 
Net income 33,990 41,559 
Adjustment for items not involving cash 
Depreciation and amortization 15,535 2,183 
Deferred income tax 5,981 1,794 
Cash flow from operations 55,506 48,637 
Changes in non-cash working capital balances 
relating to operations (23,997) (79,152) 
Cash provided by (used in) operating activities 31,509 (30,515) 50,698 


FINANCING ACTIVITIES 

Dividends paid (5,518) (4,826) (3,667) 
Long-term debt borrowings 222,460 56,806 16,638 
Repayment of long-term debt (128,306) (8,024) (1,398) 
Decrease in cash collateral deposits — 2,480 6,008 
Common shares issued (net of issue costs) 57,844 29,527 804 


Cash provided by financing activities 146,480 75,963 18,385 


INVESTING ACTIVITIES 

Increase in other assets (885) (583) — 
Capital asset additions (45,655) (22,609) (18,363) 
Increase in deferred costs (27,673) (20,684) (8,405) 
Acquisitions [note 3] (36,560) (35,595) (4,344) 
Cash used in investing activities (110,773) (79,471) (Ga) 


Increase (decrease) in cash 67,216 (34,023) 37,971 
Cash, beginning of year 24,811 58,834 20,863 
Cash, end of year 92,027 24,811 58,834 


Cash comprises the following: 

Cash and short-term investments 92,027 57,308 

Bank indebtedness — (32,497) 
92,027 24,811 


Cash flow from operations per share 


Fully diluted cash flow from operations per share 3.79 


See accompanying notes 
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notestoconsolidatedfinancialstatements 


June 30, 1997 


BASIS OF PRESENTATION 


These financial statements include the consolidated accounts of the Company and its 
subsidiaries. 


In these financial statements, unless the context otherwise indicates, a reference to Western Star 
refers to the Company together with its subsidiaries. 


SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 


These financial statements have been prepared in accordance with accounting principles 
generally accepted in Canada, which conform, in all material respects, with accounting 
principles generally accepted in the United States, except as described in note 13. The following 
accounting policies have been used: 


Inventories 

Inventories are stated at the lower of cost and net realizable value. Cost is determined for trucks, 
buses and work in process on a specific identification basis and for parts and components using 
standard costs which approximate costs determined on a first in first out basis. 


Capital assets 
Depreciation is provided on a straight-line basis over the estimated useful lives of the assets. 


The depreciation rates are as follows: 


Buildings 2.5% 
Machinery, equipment, and other assets 10%-20% 


Leasehold improvements are amortized over the term of the lease. 


Short-term investments 
Short-term investments include short-term money market instruments which, on acquisition, 
have a maturity of three months or less. 


Deferred costs 


Capitalization of product development costs 

Costs relating to product development that in Western Star’s view is technically feasible and has 
a clearly defined future market are capitalized. Upon completion and attainment of commercial 
production, the capitalized development costs are amortized on a straight-line basis over a five- 
year period. If a product is subsequently determined not to be technically feasible or 
commercially viable, the related capitalized costs are charged against income at that date. 


Dealer network, trademarks, rights and entitlements 

Dealer network, trademarks, rights and entitlements reflect the allocation of the purchase price 
differences arising from the financial restructuring and acquisitions in 1991. In the absence of 
evidence of impairment in value, the cost of dealer network, trademarks, rights and entitlements 
is being amortized over 20 years on a straight-line basis. Management annually reviews the 
carrying value using its best estimate of undiscounted future cash flows. 


Deferred start-up costs 

Pre-operating and start-up costs incurred in connection with new manufacturing facilities are 
deferred until commencement of commercial production. These costs are amortized on a straight- 
line basis over a five-year period. 


Debt discount and issue costs 
Debt discount and issue costs are amortized on a straight-line basis over the term of the related 
long-term debt. 


WESTERN STAR TRUCKS HOLDINGS LID. 


notestoconsolidatedfinancialstatements 


June 30, 1997 


2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (cont) 


Goodwill 

Goodwill reflects the unallocated purchase price discrepancy arising from the acquisition of ERF 
(Holdings) plc (“ERF Holdings”). In the absence of evidence of impairment in value, goodwill is 
being amortized over 20 years on a straight-line basis. Management annually reviews the carrying 
value and recoverability of goodwill. 


Investments 
Western Star accounts for investments in other entities in which it has significant influence using ~ 
the equity method. 


Revenue recognition 

Revenue from the sale of trucks is recognized when ownership is transferred. Revenue from the 
sale of manufactured buses is recognized on a percentage of completion method, which 
corresponds with the stage of completion of the bus. Provisions are made for anticipated losses, if 
any, as soon as they become evident. Revenue from sales of aftermarket parts is recognized upon 
shipment to customers. 


Foreign currency translation 

The foreign currency transactions of Western Star are translated using the temporal method 
whereby non-monetary assets and liabilities, revenue and expenses are translated at rates in 
effect on the dates of the transactions. Monetary assets and liabilities are translated at year-end 
rates. 


Integrated foreign subsidiaries are translated using the temporal method. Exchange gains or losses 
arising from translation are reflected in income immediately. 


Warranty 
Western Star provides for warranty costs based on historical experience when the related truck 
and bus sales are recognized. 


Pension costs and obligations 

Pension costs and obligations are charged to earnings as determined on the basis of a valuation 
by an independent actuary using the projected benefit method prorated on services and best- 
estimate assumptions. Current service costs are charged to income in the year incurred. 
Adjustments arising from plan amendments, experience gains and losses, and adjustments 
resulting from changes in assumptions are amortized on a straight-line basis over the expected 
average remaining service life of the employees. 


Net income per share 
The net income and cash flow from operations per share are based on the weighted average 
number of common shares outstanding during the year. 


Income taxes 

Western Star follows the deferral method of income tax allocation. Under this method, timing 
differences between reported and taxable income result in provisions for taxes which are not 
currently payable at rates in effect in the year of the difference and are reflected on the balance 
sheet as a deferred income tax liability. 
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2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (cont) 


Fair value of financial instruments 

The estimated fair value of accounts receivable and accounts payable and accrued liabilities 
approximate their carrying amounts in the financial statements due to the relatively short period 
to maturity of these instruments. The estimated fair value of long-term debt is determined by 
discounting expected future cash flows using current interest rates and is not materially different 
from its carrying value. 


3. ACQUISITIONS 


ERF Holdings acquisition 

In fiscal 1996, the Company announced a take-over bid to purchase all of the ordinary and 
preference shares of ERF Holdings, a manufacturer of heavy-duty commercial vehicles in the 
United Kingdom. As at June 30, 1996, the Company had acquired 73% of the issued ordinary 
shares and 65% of the issued preference shares of ERF Holdings for net consideration payable of 
$54,596,000. During the first quarter of fiscal 1997, the acquisition of the remaining issued 
ordinary and preference shares was completed and was treated as a step acquisition. As a result, 
$14,036,000 of non-controlling interest that arose from the partial acquisition to June 30, 1996 
was eliminated during the period. 


The acquisition was accounted for using the purchase method. The acquisition equation is 
as follows: 


(in thousands of dollars) 


Assets acquired 


Current assets (excluding cash of $1,325) 111,793 
Capital assets 41,556 
Investments 3,809 
Prepaid pension expense 10,900 
Goodwill 10,019 

178,077 


Less liabilities assumed 

Current liabilities (excluding bank indebtedness of $11,923) 94,034 

Long-term debt assumed 145753 
105,787 


Net consideration payable 
(includes net bank indebtedness from ERF Holdings of $10,598) 72,290 


Net consideration payable comprises 


Common shares issued (represents 730,595 common shares) 26,123 
Cash paid (including acquisition costs) 33,708 
Loan notes issued 1,861 
Consideration payable by the Company 61,692 
Net bank indebtedness from ERF Holdings 10,598 
Total 72,290 


As at June 30, 1996, there was $19,001,000 payable to ERF Holdings shareholders who tendered 
their shares for cash. The results of ERF Holdings are included with the Company’s results 
commencing July 1, 1996 as the first step of the acquisition was not completed until the end of 
fiscal 1996. 
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3. ACQUISITIONS (cont) 


Orion acquisition 


In May 1995, the Company incorporated Orion Bus Industries Ltd. and its wholly owned United 
States subsidiary, Orion Bus Industries Inc. (collectively “Orion”), for the purpose of acquiring 
selected assets (the “Orion Assets”) of Ontario Bus Industries Ltd. and its subsidiaries 
(collectively “OBI”), which manufactured transit buses for municipal and local transit authorities 
under the “Orion” trademark (the “Orion Acquisition”). OBI is a wholly owned subsidiary of 
Urban Transit Development Corporation (“UTDC”), a Crown corporation of the Province of 
Ontario. 


The acquisition of the Orion Assets was funded by a $36 million share subscription in Orion 
from the Company and a $15 million preferred share subscription from UTDC [note 7]. The 
Company used $15 million of its own funds for the common share subscription and received 
share purchase incentives from the Province of Ontario and Boreal P & C Insurance Company for 
the remaining $21 million. 


The acquisition cost for the Orion Assets was allocated by Western Star, on a consolidated basis, 
as follows: 


(in thousands of dollars) 


Inventory 26,845 
Capital assets 10,263 
Intangibles and deferred costs 385 

37,493 
Less: Liabilities assumed or adjusted (33,149) 
Cash consideration paid or payable 4,344 


The liabilities assumed or adjusted include $15.5 million which reflect the costs associated with 
commencing Orion’s operations over the estimated start-up period and which were included in 
Western Star’s income on a diminishing basis over that period ($3.1 million in fiscal 1995 and 
$12.4 million in fiscal 1996). 


Orion commenced operations on June 7, 1995 and had no active operations prior to that date. 
Accordingly, the June 30, 1995 financial statements only reflect Orion’s operations for the 23 day 
period then ended. 


4. INVENTORIES 


(in thousands of dollars) 1997 1996 
Completed trucks and buses 30,627 27,541 
Work in process 27,373 28,456 
Parts and components 124,157 101,542 

182,157 157.239 


5. CAPITAL ASSETS 


Accumulated Net book 
(in thousands of dollars) Cost depreciation value 


June 30, 1997 


Land 7,269 — 7,269 
Buildings and leasehold improvements 43,037 2,948 40,089 
Machinery, equipment, and other assets 135,256 46,568 88,688 
Total 185,562 49,516 136,046 
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5. CAPITAL ASSETS (cont) 


Accumulated Net book 
(in thousands of dollars) Cost depreciation value 


June 30, 1996 


Land SL VABY/ = 9,767 
Buildings and leasehold improvements 37,691 1,546 36,145 
Machinery, equipment, and other assets 66,923 10,069 56,854 
Total 114,381 RGSS 102,766 


Included in machinery, equipment and other assets are $14.8 million of assets under 
development for which depreciation has not commenced. 


6. DEFERRED COSTS 


(in thousands of dollars) 1997 1996 
Deferred product development 38,774 23,175 
Deferred start-up costs 12,204 6,058 
Dealer network, trademarks, rights and entitlements 7,165 7,165 
Debt discount and issue costs 6,512 — 
Other 1,405 Ae AUS AL 

66,060 38,549 
Accumulated amortization 4,336 1,807 

61,724 36,742 


7. LONG-TERM DEBT 


(in thousands of dollars) 1997 1996 
Senior notes [i] 151,855 — 
Committed credit facility [ii] — 49,692 
Term loans [iii] — 12,905 
Factoring facility liv] 15,190 13,536 
Credit facilities [v] 4,994 8,486 
Orion preferred shares [vi] 15,000 15,000 
Other 29,036 22,302 

216,075 121,921 
Current portion 30,573 82,324 

185,502 39,597 


Long-term debt matures as follows: 


(in thousands of dollars) 


Due by June 30, 1998 30,573 
June 30, 1999 12,013 

June 30, 2000 ile7Aeysl 

June 30, 2001 844 

June 30, 2002 2.500 

Thereafter 168,308 

216,075 
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7. LONG-TERM DEBT (cont) 


[i] In May 1997, the Company issued US $110 million of 8.75% senior notes due May 1, 2007. 
The senior notes are unconditionally guaranteed on a senior unsecured basis by certain of 
the Company’s subsidiaries. Interest is payable on a semi-annual basis. As at June 30, 1997, 
Western Star is in compliance with all covenants with respect to the senior notes. 


[ii] | Western Star had a $50.0 million committed credit facility which was collateralized by a 
demand debenture/general security agreement, the shares of subsidiary companies, and 
_ various intercompany guarantees. The facility was repaid during the year. 


[iii] The term loans were comprised of two loans, a $4.5 million principal reducing loan and a 
$8.5 million (£4.0 million) loan. These term loans were repaid during the year. 


liv] The factoring facility represents advances by a factoring company in respect of assigned 
invoices for vehicle sales to certain distributors. There is no maturity date for this facility 
as it revolves on a regular basis. 


[v] Western Star Trucks Inc. has two Canadian dollar credit facilities available for financing 
trucks sold to Western Star Trucks Australia Pty. Ltd. Both entities are subsidiaries of the 
Company. The first facility is for $4 million and bears interest at 12.04% per annum. The 
second is a revolving facility for $4.5 million and bears interest at bank prime plus 1%. 
These facilities are to provide specific charge financing for inventory in transit. 


[vi] The preferred shares of Orion have been reclassified from non-controlling interest to long- 
term debt in accordance with the Financial Instruments section of the Canadian Institute of 
Chartered Accountants Handbook on a retroactive basis. Dividends accrued on the 
preferred shares have been reclassified from non-controlling interest to interest expense on 
the income statement. 


The Orion non-controlling interest is comprised of 1,500,000 no par value redeemable, 
retractable, non-voting Preferred Shares of Orion (“Orion Preferred Shares”). Each Orion 
Preferred Share is entitled to an annual preferential, cumulative cash dividend equal to 
55% of the Bank of Montreal’s average commercial loan rate multiplied by the face value. 
These shares may be redeemed by Orion or purchased by the Company at any time at their 
subscription price plus accrued and unpaid dividends. 


The Orion Preferred Shareholder also holds a warrant to acquire 700,000 Orion Common Shares at 
$10 per share, representing 25% of Orion’s issued and outstanding Common Shares (“Orion Common 
Shares”). The warrant is exercisable until the later of June 7, 2000 or the date that the Orion Preferred 
Shares have been redeemed or purchased. Provided that the Orion preferred shares have been 
redeemed, the Company is entitled at any time after November 30, 1997 to purchase all, but not less 
than all, of the Orion Common Shares owned by the Orion Preferred Shareholder at fair market value. 


The Orion Preferred Shareholder may require Orion to redeem any Orion Preferred Shares at their 
subscription price plus accrued and unpaid dividends and repurchase any Orion Common Shares 
held by it at the fair market value on or after June 7, 2000, which cannot be less than a specified net 
asset value, and may do so in any event on or after June 7, 2002. 


The total amount of interest expensed on long-term debt during the year was $5,234,000 [1996 - $571,000; 
1995 - $888,000]. 


During the year, the Company entered into a syndicated credit agreement for a $100 million multi-currency 
revolving credit facility. The facility has a five-year term and is guaranteed by certain of the subsidiaries of 
the Company. Interest on the facility is based on competitive floating reference rates. This facility replaced 
the operating loan facilities (bank indebtedness) that Western Star previously had, which bore interest at 
rates ranging from 4.8% to 9.5%. As at June 30, 1997, the facility is undrawn except for $8.4 million of letters 
of credit that have been issued under it. The Company is in compliance with all covenants under the 
agreement. 
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8. COMMITMENTS AND CONTINGENCIES 


[a] | Western Star is subject to various legal proceedings and claims which arise in the ordinary 
course of business. Management believes that adequate provision has been made in the 
financial statements for outstanding claims. Settlement of unaccrued claims, if any, will be 
accounted for in the year in which they are recognized. 


[b] Under agreements with financing institutions, Western Star is contingently liable in respect 
of secured financing contracts on certain trucks purchased by dealers and retail customers. 
Anticipated losses are provided for in the financial statements. 


[c] As at June 30, 1997, the aggregate minimum rental commitments under long-term operating 
leases are as follows: 


(in Frode ones of dollars) 


1998 5,459 
1999 5,035 
2000 4,298 
2001 2,000 
2002 2,209) 

' 19,602 


9. SHARE CAPITAL 


1997 1996 1995 
(in thousands of dollars) # $ # $ # $ 


Authorized 
25,000,000 Common Shares, without par value 
5,000,000 = ~Preferred Shares, none of which are issued, are issuable 
in series without par value 


Issued and outstanding 
Opening balance, July 1 12,509,374 61,653 77,3 10—e 3206 11,131,046 31,633 
Shares issued for cash 1,000,000 39,024 — — = — 
Shares issued for cash 

pursuant to exercise of 

stock options 185,937 3,482 242,760 2,840 46,332 533 
Shares issued for cash 

under the employee 

share purchase plan 37,554 1,058 10,479 321 — — 
Shares issued upon 

conversion of 


special warrants -- — 750,000 14,572 -- — 
Shares issued in exchange 

for ERF Holdings’ shares 401,838 14,370 328,757 11,754 = — 
Closing balance, June 30 14,134,703 119,587 12,509,374 61,653 SOM S2,LO6 


The Preferred Shares, none of which are issued, are issuable in series and will have special rights 
and restrictions as determined prior to their issuance by the Directors of the Company. 


For statutory purposes, the Company’s legal issued share capital as at June 30, 1997 is $127.1 
million. 


As at June 30, 1997, 2,000,000 shares were reserved for issuance pursuant to the exercise of share 
purchase options and 967,471 share purchase options were outstanding at exercise prices ranging 
from $11.50 to $45.16 per Common Share, expiring June 2004 to April 2007. 
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10. INCOME TAXES 


Income tax expense is comprised as follows: 


(in thousands of dollars) 1997 1996 1995 
Current 5,344 7,366 15,616 
Deferred 5,981 6,902 3,919 
Benefit of loss carryforward — (341) (6,204) 

1 Le VAS) 37927, Alsi} | 


The following table reconciles the reported income tax expense to the income tax provision 
which would have been obtained by applying the combined basic Canadian federal and 
provincial income tax rate of 45% [1996 - 45%; 1995 - 45%] to accounting income. 


(in thousands of dollars) 1997 1996 1995 


Provision for income taxes based on combined basic 
Canadian federal and provincial income tax rate 20,292 22,703 24,651 
Increase (decrease) in taxes resulting from 


Manufacturing and processing profits deduction (787) (1,497) (1,865) 
Foreign exchange on translation of subsidiaries 1,686 (138) 299 
Non-controlling interest 99 298 — 
Benefit of loss carryforward recognized in the year — (341) (6,204) 


Benefit of loss carryforward applied to reduce 
deferred income tax credits (939) — (1,706) 
Non-tax affected accounting 


adjustments for foreign subsidiaries (3,423) — — 
Foreign tax rate differentials (5,228) (1,283) (2,561) 
Orion share purchase incentive — (5,731) (1,749) 
Other (375) (84) 2,466 
15325 13,927 Abe Weteia 


Western Star has incurred non-capital losses of $27,686,000 which can be carried forward to 
reduce taxable income of the applicable entity in future years. This amount comprises losses 
expiring in the fiscal years ending June 30: 


(in thousands of dollars) 


1999 566 
2000 3,443 
2001 411 
2003 8,803 
2004 14,463 

27,686 


Western Star has recognized the entire benefit of the above non-capital losses through the 
reduction of deferred income tax credits. 


In addition, Western Star has an Advanced Corporation Tax balance of $2,922,000 which can be 


applied to reduce taxes in its foreign subsidiaries and can be carried forward indefinitely. The 
benefit of this balance has not been recognized in the financial statements. 
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11. 


12. 


SEGMENTED INFORMATION 


Western Star operates in four significant geographic segments in the design, assembly, and 


distribution of transportation equipment and parts. Inter-segment sales and purchases are made 


at market prices and trade terms. Operations and identifiable assets by geographic segment are 


presented below: 


United 
(in thousands of dollars) Canada States Australia Europe Other Eliminations Consolidated 
1997 
Revenue from customers 
outside the enterprise 354,739 447,098 46,608 386,930 974 — 1,236,349 
Inter-segment 268,956 58,514 — 3,688 — (331,158) oo 
623,695 505,612 46,608 390,618 974 (331,158) 1,236,349 
Segment 
operating profit 15,906 12,389 3,409 202758 2,732 (2,247) 53,464 
Interest expense (net) 8,149 
Income tax expense 11,325 
Net income 33,990 
Identifiable assets 316,877 142,355 29,541 190,747 6,623 (9,809) 676,334 
1996 
Revenue from customers 
outside the enterprise 302,387 417,398 63,534 — = = 783,319 
Inter-segment 279,450 41,949 — — — (321,399) — 
581,837 459,347 63,534 —_— — (321,399) 783,319 
Segment 
operating profit 22,001 T9959 9,307 — _— 12,664 HAEg 27, 
Interest expense (net) ea 7a7, 
Income tax expense 13,927 
Net income 36,523 
Identifiable assets 257,456 92,089 28,921 168,038 —_— (16,717) 529,787 
1995 
Revenue from customers 
outside the enterprise 386,439 243,261 96,322 — —~ — 726,022 
Inter-segment 238,797 — HA — — (238,868) — 
625,236 243,261 96,393 — — (238,868) 726,022 
Segment 
operating profit 29,345 9,287 16,258 = — — 54,890 
Income tax expense 135331 
Net income 41,559 
Identifiable assets 211,469 52,694 23,761 —_ — (40,642) 247,282 


PENSION PLANS 


—_ 


a] WSTI has a defined benefit pension plan for its salaried employees. The most recent 


actuarial valuation of the plan was completed as at January 1, 1996. The actuarial pension 


plan assets and extrapolated liabilities are approximately $15.4 million [1996 - $11.4 
million] and $12.3 million [1996 - $11.1 million] respectively, as at June 30, 1997. 
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12. PENSION PLANS (cont) 


[b] WSTI has a defined contribution plan and group RRSP plan for its hourly employees, and 
is in the process of winding up a defined benefit plan for its Ontario hourly employees. No 
further service benefits are being earned in that plan, which has assets and liabilities of 
approximately $820,000 and $252,000, respectively. 


[c] Orion has a defined contribution plan for the employees of the Canadian company and a 
401(K) plan for the employees of the U.S. company. Employees contribute 2.5% of their 
gross wages and Orion contributes 1% of the employees’ gross wages. 


[d] ERF Holdings has two defined benefit pension plans for its employees. The most recent 
actuarial valuation of the plans was completed as at June 1996. The actuarial pension plans 
assets and extrapolated liabilities are approximately $105.2 million and $91.0 million 
respectively, as at June 30, 1997. 


13. DIFFERENCES BETWEEN CANADIAN AND UNITED STATES 
GENERALLY ACCEPTED ACCOUNTING PRINCIPLES 


These financial statements have been prepared in accordance with accounting principles 
generally accepted in Canada (“Canadian basis”), which conform, in all material respects, with 
accounting principles generally accepted in the United States (“US basis”) except as explained 
below. 


If Western Star had followed the US basis, the effect on consolidated net income would be: 


(in thousands of dollars) 1997 1996 1995 
Net income, Canadian basis 33,990 36,523 41,559 
Adjustment for deferred costs [a] (20,942) (20,001) (3,835) 
Amortization of deferred costs [a][b] 2,187 (504) (504) 
Deferred tax expense [a] 7,118 6,828 1,457 


Net income, US basis Boas 22,846 38,677 


Net income per share, US basis 1.63 1.93 By 


Consolidated balance sheet items under the US basis would be: 


(in thousands of dollars) 1997 1996 
Assets 

Deferred costs [a][b] 13,892 AP 7a7 
Deferred income taxes [a] 9,327 de bist 
Liabilities 

Deferred income taxes [a] —— — 
Long-term debt [d] 209,563 121,921 


Shareholders’ equity 
Share capital [b][c] 124,630 66,786 
Retained earnings [a][b][c] 82,430 65,595 


[a] Western Star capitalizes all costs associated with product development that in its view is 
technically feasible and has a clearly defined future market. It also capitalizes costs 
associated with the pre-operating and start-up of new manufacturing facilities. Under the 
US basis, these costs are expensed as incurred, unless the costs are related to assets that 
have an alternative future use. Under the US basis, there is no deferred tax liability and, 
therefore, the related deferred tax liability recorded under the Canadian basis is reversed. 
Amortization of these costs is added back to US basis income as the original costs would be 
expensed under the US basis. 
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13. DIFFERENCES BETWEEN CANADIAN AND UNITED STATES 
GENERALLY ACCEPTED ACCOUNTING PRINCIPLES (cont) 


[b] In connection with the Company’s initial public offering, it completed a non-monetary, 
non-reciprocal reorganization of the Employee Share Ownership Plan (“ESOP”) which was 
accounted for at the net book value of the ESOP’s value in WSTI. The US basis requires this 
transaction to be accounted for at fair value. This results in an increase in the dealer 
network, trademark, rights and entitlements, which will be amortized over 20 years on a 
straight-line basis. 


[c] | Share issue costs are deducted from the proceeds of issue on the US basis. On a Canadian 
basis, they have been charged to retained earnings. 


[d] The discount and issue costs related to the senior notes issue have been classified as a 
deferred cost. Under the US basis, these costs are deducted directly from the liability. 


Under the US basis, activities of an enterprise that do not result in cash receipts or cash 
payments are reported in the notes to the financial statements and not in the statement of cash 
flows. Consequently, under the US basis, selected items on the consolidated statements of cash 
flows would be: 


(in thousands of dollars) 1997 1996 1995 
Financing activities 
Common shares issued 43,474 Wee 804 
Bank indebtedness (32,497) 32,497 — 
Cash, beginning of year 56,908 58,834 20,863 
Cash, end of year 92,027 56,908 58,834 


In 1996 and 1997, common shares issued would be decreased by the shares issued in exchange 
for shares of ERF Holdings. In addition, the increase in bank indebtedness would be classified as 
a financing activity under the US basis. 


14. COMPARATIVE FIGURES 


Certain of Western Star’s comparative figures have been reclassified to conform to the 


presentation adopted in the current year. 
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Board of 
Directors 


As at September 8, 1997 


Directors 


Terrence E. Peabody, Chairman, Chief Executive Officer 
and President of the Company (1) 


Stewart G. Smith, Executive Vice President, 
Chief Financial Officer of the Company 


Robert A. Enright, Executive Vice President 

of the Company — Western Star Trucks Operations; 
President and Chief Operating Officer of Western 
Star Trucks Inc. 


John W. Bryant, Executive Vice President of 
the Company — ERF Trucks Operations; 
Managing Director of ERF (Holdings) plc 


Kelly J. Kennedy, Executive Vice President, Corporate 
Development of the Company 


D. Ross Fitzpatrick (1) (2), Chairman and Chief Executive 
Officer, Channel Resources Ltd. 


Stuart A. Lang (2), Director, Crestbrook Forest Industries Ltd. 
William W. Stinson, Director, Canadian Pacific Limited 


Alan G. Thompson (1) (2), Chairman and Director, 
BYG Natural Resources Inc. 


(1) Member of the Compensation Committee of the Board of Directors 
(2) Member of the Audit Committee of the Board of Directors 


The Board of Directors is responsible for ensuring that the 
business and affairs of the Company are managed properly to 
protect and enhance shareholder value. In discharging its 
responsibility of stewardship the Board oversees and approves: 
strategic direction and policies; annual business plans; selection 
of senior management; full and timely disclosure of financial 
and other material information; and compliance with all 
applicable laws and regulations. 


The Board is comprised of nine directors, four of whom are 
considered to be unrelated. Five directors are officers of the 
Company. 


The Board of Directors discharges its responsibilities directly 
and through its committees. At regularly scheduled meetings, 
members receive and discuss reports on the operating companies 
and review the overall financial position of the Company. 
Strategic, financial and succession plans are approved. 
Additional meetings are held as required. 


Western Star’s Board of Directors, L-R: 
John Bryant, Ross Fitzpatrick, 
Kelly Kennedy, Alan Thompson, 
Terry Peabody, Stewart Smith, 
Bob Enright and Stuart Lang. 

(not pictured William Stinson) 
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Annual General Meeting 


Western Star’s 1997 Annual General Meeting 
will be held November 28, 1997 at 10:00 am 
in the Park Ballroom of the Four Seasons 
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